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UNITED STATES
SECURITIES AND EXCHANGE COMMISSION
WASHINGTON.DC 20549

OFFICE OF
THE CHAIRMAN

May 23, 1989
The Honorable Dan Quayle The Honorable Thomas S. Foley
President of the Senate Speaker of the House
Washington, D.C. 20510 Washington, D.C. 20515

Gentlemen:

It is an honor to transmit the Fifty-Fourth Annual Report of the Securities and
Exchange Commission for the fiscal year ended September 30, 1988.

Although the 1988 fiscal year was dominated by activities relating to the October
1987 market break, the Commission carried out its statutory responsibilities
successfully during the fiscal year.

Statutory responsibilities of the Commission include enforcing the federal securi-
ties laws, mandating complete and accurate disclosure by issuers, overseeing stock
exchanges and secondary market participants, regulating investment companies
and investment advisers and engaging in appellate and other litigation. The
Commission successfully discharged these responsibilities during the fiscal year in
both headquarters and regional offices.

The chart below shows some indicators of Commission activities during the year:*

1984 1985 1986 1987 1988
Enforcement Actions 299 269 312 303 252
Filings Given
Full Review 7,237 9,571 10,526 10,797 10,985
Broker-Dealer
Oversight Exams 389 447 481 452 421
SRO Inspections 20 21 22 23 21
Investment Co. and
Adviser Inspections 1,334 1,606 1,906 2,033 2,150

¥ Resources: Although the Commission carried out its mission successfully during fiscal year 1988, several
factors have severely strained resources. One has been an increase in the number of complex enforcement
cases requiring extensive commitment of resources. Another has been the continued dramatic growth in
the numbers of broker-dealers, investment companies, and investment advisers subject to Commission
regulation. The October 1987 market break and its aftermath have created resource demands, and
increasing internationalization of the securities markets is also having an on-going effect on the
Commission and its resources. As a means of addressing resource constraints, and in response to a
request from the Senate Banking Committee, the Executive Director's Office of the Cornmission prepared
a study and offered legislative alternatives on the feasibility of various means of self-funding the agency
while retaining accountability to Congress. The study also analyzed the effects of salary differentials
between the Commission and those in the private sector or in the industry the Commission regulates.



Enforcement: During the fiscal year, the Commission initiated 252 enforcement
actions. These cases involved insider trading, market manipulation, deficient or
fraudulent corporate reporting and accounting, broker-dealer violations, and other
matters. Some of the most significant cases in the Commission’s history were
initiated or successfully litigated during the time period. The number of complex
cases, requiring substantial resources, increased markedly during the year,
accounting for a lower number of cases brought than in previous fiscal years.

The Commission tock steps to enhance enforcement authority, both domestically
and internationally. During the fiscal year, the Commission developed and sent to
Congress the International Enforcement Cooperation Act of 1988. The Act was
designed to strengthen the Commission’s ability to protect investors and to enforce
the federal securities laws in increasingly internationalized markets. (Significant
aspects of this legislation were enacted after the close of the fiscal year.) As part of
its internationalization efforts, the Commission signed memoranda of understand-
ing with three Canadian provinces and with Brazil, which serve as models for future
negotiations. In addition, the Commission transmitted to Congress a legislative
proposal, the “Securities Law Enforcement Remedies Act of 1988, based on
recommendations in the Report of the National Commission on Fraudulent
Financial Reporting (the Treadway Commission) that would increase enforcement
remedies for a broad range of securities law violations.

Market Manipulation Task Force: In response to increasing abuses in the penny
stock market, the Commission established the Market Manipulation Task Force.
The Task Force, composed of representatives of both headquarters and regional
offices, is considering a number of initiatives to combat the growing problem of
penny-stock fraud and market manipulation, believed to be spreading nationwide.
Working closely with other law enforcement agencies, the self-regulatory organi-
zations, and state securities regulators, the Task Force is considering a variety of law
enforcement and regulatory actions to protect investors against the risks of market
manipulation and fraud.

Full Disclosure: Both on-going responsibilities and the challenges presented by
changes in the marketplace and internationalization were met in the Full Disclosure
program during the fiscal year. The total number of filings given full reviews
increased during the fiscal year. The number of filings relating to tender offers,
“going-private” transactions, and proxy statements given full reviews during the
year also increased, as did the number of annual report reviews. (Registration
statements received during the fiscal year declined somewhat, as a result of the
October 1987 market break.) A special analysis was undertaken of registrant
disclosures in “management’s discussion and analysis of financial condition and
results of operations.”

Domestic rulemaking projects were completed during the fiscal year in the areas of
proxy rules, prospectus delivery, availability of no-action and interpretive letters,
and shareholder communications. The Commission also adopted rules intended to
facilitate capital formation by small businesses.

The far-reaching implications of increasing internationalization of the securities

markets were a major focus of the full disclosure program. Rules governing the
transnational scope of registration requirements under the Securities Act of 1933
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were proposed during the year. The Commission also proposed a rule providing a
safe harbor from requirements for resales of securities to institutions, which may
afford foreign issuers greater access to United States capital markets. In addition,
Commission staff discussed the development of a coordinated registration process
for multi-jurisdictional securities offerings and tender offers with the Canadian
provinces of Ontario and Quebec.

Accounting and Auditing Matters: During the fiscal year, on-going activities in
regard to disclosure issues and oversight of private sector standard setting were
carried out. Additionally, new challenges were addressed, such as those presented
by the recommendations in the Treadway Commission Report and by internation-
alization. Nine Staff Accounting Bulletins were issued during the year, and rules
were adopted concerning changes by public corporations of their independent
accountants. Rulemaking initiatives were also undertaken concerning opinion
shopping and management reports in response to the report of the Treadway
Commission. Oversight of private sector standard setting continued, as the
standard setting bodies dealt with both emerging issues and with projects designed
to enhance the quality of financial reporting.

During the fiscal year, the Commission continued its work with international
groups, such as the International Organization of Securities Commissions and the
International Federation of Accountants, to facilitate capital formation by address-
ing questions of differing international accounting and auditing standards.

EDGAR: The Commission’s EDGAR system (Electronic Data Gathering, Analysis,
and Retrieval) functioned successfully and effectively during its fourth year of
operation, and plans were implemented for the operational stages. During the fiscal
year, the Request for Proposals (RFP) for the operational project was issued and
amended as necessary. Three offers were received and evaluated based on specific
criteria, on-site visits, and face-to-face discussions, with a goal of selecting the
offeror whose proposal was most advantageous to the government, considering
costs and other factors set forth in the RFP. (The contract was awarded on January
3, 1989, after the close of the fiscal year.)

Regulation of the Securities Markets: The October 1987 market break occurred
two weeks into the fiscal year. Activities related to this event were the major focus
in regulation of the markets. Immediately prior to, during, and after the break, the
Commission engaged in intensive monitoring and analysis of market movements
and indicators; the financial condition of broker-dealers and clearing and transfer
agents; the financial and operating condition of stock exchanges; and other
relevant facets of the market. Communications and coordination with market
participants, exchange officials, and other government regulators on concerns
about credit, liquidity, financial soundness, and international ramifications of
developments were frequent and productive. Further intensive study resulted in the
publication, in February 1988, of the Staff Report of the Division of Market
Regulation on the October 1987 Market Break, containing descriptions of the
events and recommendations for further exploration. During this period, the
Commission also cooperated with the Presidential Task Force on Market Mecha-
nisms (the Brady Commission), exchanging information on various market devel-
opments. Subsequent testimony by the Commission before several Congressional
committees incorporated some of these recommendations, as means for preventing
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or ameliorating certain aspects of stress on market systems and mechanisms in the
future. The Commission was a participant in the President’s Working Group on
Financial Markets, formed on March 18, 1988. In May 1988, the Working Group
issued an interim report to the President of the United States. The Commission also
acted on several proposals submitted by exchanges and others designed to address
concerns over the events of October 1987. The Commission also transmitted
recommendations for legislation to Congress.

Additionally, the Commission worked with other regulatory agencies and with
exchanges to take steps, in addition to those outlined above, based on analysis of the
October 1987 market break. These steps addressed the most pressing issues identified
in the staff report: expanding capacity, improving coordination and retarding market
velocity. Specialist and market-maker performance, capital adequacy, and clearing and
settlement concerns were also addressed during and after the fiscal year.

Economic Research and Analysis: During the fiscal year, the Commission consol-
idated its economic program to provide more comprehensive economic analysis
and financial data. The revised Office of Economic Analysis incorporates existing
economic functions, and will also compile, analyze, and disseminate macroeco-
nomic and financial data to the Commission. The Office continued to perform
regulatory flexibility analyses, and other required functions.

Litigation and Legal Activities: The Office of General Counsel represents the
Commission in appellate and other litigation, and acts as Chief Legal Officer for the
Commission. During the fiscal year, the Office represented the Commission in 314
litigation matters. The Commission also participated amicus curiae in 50 cases,
and entered its appearance in 50 reorganizations under Chapter 11 of the United
States Bankruptcy Code. Results favorable to the Commission were obtained in
almost all matters that were concluded during the fiscal year in the Supreme Court,
and the appellate and district courts.

The General Counsel also assists the Commission in preparation of testimony on a
number of important issues, and on legislative proposals submitted to Congress.
During the fiscal year, the number of Congressional appearances reached an
all-time high. Testimony and legislative proposals often involved complex and
difficult interpretations of existing laws and their history (such as the Glass-Steagall
Act) or of new and challenging developments in the marketplace, such as market
reform in the wake of the October 1987 market break.

Investment Companies and Advisers: Again this fiscal year, the number of
investment companies, investment advisers, and assets managed by them
increased, while staff in the Division of Investment Management remained essen-
tially unchanged. Examinations completed by headquarters and regional staff
during the year numbered 2,150, a substantial increase that was made possible in
part by the use of computers.

During the year, the Division published a report on financial planners. The report,
prepared at the request of the Subcommittee on Telecommunications and Finance
of the Energy and Commerce Committee of the House of Representatives, explored
the status of the financial planners/investment advisers, and issues of abuse, and
included demographic data and a report on a pilot project of inspections of
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investment advisers registered as broker-dealers with the National Association of
Securities Dealers (NASD). Based on the data gathered for the study, the staff report
concluded that violations by planners were not materially different from those by
advisers (although they were more frequent), that potential for self-interested
behavior exists when planners provide advice and sell products, and that demon-
strated abuses by both planners and advisers involve only a very small portion of
the industry. The study also said that the NASD's pilot project demonstrated the
feasibility of having NASD inspectors conduct examinations of financial planners.

Also during the fiscal year, the Commission adopted rules on disclosures of
changes of accountants and disclosures of fees in tabular form in mutual fund
prospectuses. Additional rules standardized computation of performance data in
advertisements and sales literature to enhance comparability of data for the benefit
of investors. Other rules adopted during the year require investment advisers to
retain records relating to performance advertisements. Among rules proposed
during the year are some that would, if adopted by the Commission, permit mutual
funds and unit investment trusts to make exchange offers under certain conditions,
clarify provisions of Rule 12b-1 plans, permit contingent deferred sales loads under
certain conditions, and exempt some small financial advisers from federal regula-
tion if they register with state regulatory authorities.

Management and Program Support: During the fiscal year, management and
administrative support activities were provided regarding domestic and interna-
tional policy issues, and regarding the Commission’s deliberations on such issues.
For example, during the year, the Commission testified 24 times on issues such as
the October 1987 market break, the President’s Working Group on Financial
Markets, Glass-Steagall reform, international enforcement, insider trading, arbitra-
tion, financial planners, and the Commission’s authorization and appropriations.

During the year, a study and proposed legislative language on alternative
approaches to transferring the agency to self-funding status were substantially
completed by the Office of the Executive Director. (Soon after the close of the fiscal
year, the study was transmitted to Congress.) This study was conducted at the
request of the Securities Subcommittee of the Senate Committee on Housing,
Banking and Urban Affairs. In this regard, it is significant that for the sixth
consecutive year, and the seventh time in its 54-year history, the Commission
collected revenues in excess of its appropriation. During fiscal year 1988, $250
million, most of it from filing fees, was transmitted to the United States Treasury.

During the year, about 49,000 complaints or inquiries from investors, and 2,308
Freedom of Information Act requests were received and processed. The increase of
22 percent in consumer inquiries was primarily a resuit of the October 1987 market
break. Other requests under the Privacy Act and for records were processed during
the year as well.

Also during the fiscal year, activities were carried out to increase or locate space for
various offices; to modernize financial systems; to increase the number and use of
computers in carrying out the Commission’s mission; and to implement a number
of measures relating to hiring, retention, and personnel management.

As the new fiscal year began on October 1, 1988, the aftermath of the October
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market break continued to be of concern and to occupy Commission resources. In
addition, a dominant theme, which appears throughout the Report and affects all
areas of the Commission, was internationalization of the securities markets.
Positioning the Commission to exercise leadership in international securities
regulation has been a major endeavor, and efforts in this area are continuing.

As the fiscal year drew to a close, preparations were underway for, among other
efforts, presentation of a paper on regulation of international securities markets to
the International Organization of Securities Commissions. Presented in Melbourne,
Australia after the close of the fiscal year, the paper, unanimously approved by the
Commission, has served as a working document for international securities
regulation.

Sincerely yours,

Land 4. tuds

David S. Ruder
Chairman



Enforcement Program

Key 1988 Results

In fiscal 1988, the Commission continued to devote significant enforcement
resources to the investigation and litigation of complex cases involving
potential insider trading, financial disclosure and market manipulation vio-
lations. There was also a notable increase in the number of securities offering
cases, as well as cases primarily involving investment advisers and investment
companies.

Total Enforcement Actions Initiated
FY’84 FY'85 FY’86 FY'87 FY'88

Total 299 269 312 303 252
Civil Injunctive Actions 179 143 162 144 125
Administrative Proceedings 114 122 136 146 109
Civil and Criminal Contempt Proceedings 4 3 14 13 17
Reports of Investigation 2 1 0 0 1

In fiscal year 1988, the Commission obtained court orders requiring
defendants to return illicit profits amounting to approximately $26.1 million,
either as disgorgement or as restitution to defrauded investors or entities.
Disgorgement orders in insider trading cases amounted to $1.9 million. Civil
penalties under the Insider Trading Sanctions Act of 1984 (ITSA) amounted
to $1.2 million.

The Commission referred matters, or granted access to its files to federal
and state prosecutorial authorities in 136 cases. An estimated 50 criminal
indictments or informations and 55 convictions were obtained by criminal
authorities during fiscal year 1988 in Commission-related cases.

Introduction

An aggressive and comprehensive program to enforce the federal securities
laws is essential to investor protection and to investor confidence in the
integrity, fairness and efficiency of the securities markets. The Commission’s
enforcement program is designed to maintain a presence in all areas within
the Commission’s jurisdiction, to concentrate on particular problem areas,
and to anticipate emerging problems.

The Commission’s enforcement actions generally are preceded by an
examination pursuant to the Commission’s inspection powers or an investi-
gation. The Commission is empowered to conduct examinations of broker-
dealers, municipal securities dealers, investment advisers, investment
companies, transfer agents and self-regulatory organizations. The Commis-
sion conducts informal and formal investigations. Informal investigations are
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conducted on a voluntary basis, with the Commission requesting persons with
relevant information to cooperate by providing documents and testifying
before the Commission staff. The federal securities laws also empower the
Commission to conduct formal investigations providing the Commission with
the authority to issue subpoenas compelling the production of books and
records and the appearance of witnesses to testify. Both types of investigations
are generally conducted on a confidential, nonpublic basis.

The federal securities laws authorize the Commission to institute both civil
and administrative enforcement actions. The Commission may file injunctive
actions, seek civil penalties in insider trading cases, and institute administra-
tive proceedings. The Commission may also refer matters to the appropriate
governmental authority or self-regulatory organization for enforcement
action.

The primary enforcement action utilized by the Commission is the injunc-
tive action. The federal securities laws authorize the Commission to seek
temporary restraining orders and preliminary and permanent injunctions
against any person who is violating or about to violate any provision of the
federal securities laws. Conduct which violates the courts’ injunctions is
punishable by civil or criminal contempt and violators are subject to fines or
imprisonment. In addition to seeking orders prohibiting future violations, the
Commission often seeks other equitable relief in the form of an accounting
and disgorgement of illegal profits, rescission or restitution. When seeking
temporary restraining orders the Commission often requests an order freezing
assets to prevent concealment of assets or dissipation of proceeds of illegal
conduct.

The Commission is specifically authorized to seek civil penalties in con-
nection with insider trading violations. Pursuant to the Insider Trading
Sanctions Act of 1984 (ITSA), the Commission may seek and the court may
impose civil penalties of up to three times the profits gained or losses avoided.
In August 1988 the Commission was authorized to seek civil penalties of up
to $10,000 in connection with violations of Section 30A, the anti-bribery
provision of the Exchange Act.

The Commission is also authorized to institute several types of administra-
tive proceedings. Section 8(d) of the Securities Act of 1933 (Securities Act)
enables the Cornmission to institute proceedings to suspend the effectiveness
of a registration statement which contains false and misleading statements.
Administrative proceedings pursuant to Section 15(cX4) of the Securities
Exchange Act of 1934 (Exchange Act) may be instituted against any person
who fails to comply and any person who is a cause of failure to comply with
the reporting, beneficial ownership, proxy and tender offer provisions; respon-
dents may be ordered to comply or effect compliance with the relevant
provisions. The Commission may also institute administrative proceedings
against regulated entities and associated persons. Sanctions include cen-
sures, limitations on activities, suspension or revocation of the registration of
such entities. The Commission may impose similar sanctions on persons
associated with such entities and persons affiliated with investment compa-
nies. Administrative proceedings may be instituted against persons who
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appear and practice before the agency such as accountants and attorneys and
may impose sanctions including suspensions or bars.

Under appropriate circumstances the Commission refers matters to other
federal, state or local authorities or self-regulatory organizations such as the
New York Stock Exchange or the National Association of Securities Dealers.
The Commission’s staff may render substantial assistance to criminal author-
ities such as the Department of Justice for the criminal prosecution of
securities violations.

As a result of developments in the securities markets, the complexity of the
Commission’s enforcement activities has increased. Over the past several
years the number of broker-dealers and investment advisers has grown,
trading volume and the volatility of the markets have increased, and new and
more complex trading vehicles and strategies are being offered.

The increased internationalization of the securities markets often has
required the Commission to obtain evidence in its investigations and litigation
from persons residing outside the United States. To accommodate this
development, the Commission has expanded its Office of International Legal
Assistance which coordinates international aspects of the Commission’s
enforcement activities. This office also assists in the negotiation of memo-
randa of understanding with other countries. The Commission has signed
Memoranda of Understanding with Switzerland, the United Kingdom and
Japan. During fiscal year 1988, the Commission entered into comprehensive
agreements with three provinces in Canada and Brazil. These memoranda of
understanding have substantially facilitated the Commission’s efforts to
obtain evidence essential to its enforcement program.

A result of the Commission’s efforts to conduct an aggressive, comprehen-
sive and effective enforcement program is an increase in protracted litigation.
The Commission has been litigating an important injunctive action against a
brokerage firm, SEC v. First Jersey Securities, Inc.,! alleging violations of the
antifraud provisions and seeking disgorgement. During the course of discov-
ery in that action, employees of the firm refused to produce corporate
documents based upon an assertion of the privilege against self-
incrimination. The Commission prevailed on this issue but only after litigating
the matter in the Court of Appeals. The Commission is currently litigating a
significant market manipulation case, SEC v. Monarch Funding Corp., et al.,”
and a case involving allegations of antifraud violations by a major public
accounting firm, SEC v. Price Waterhouse.?

Program Areas

During 1988, the Commission maintained an aggressive enforcement
presence in each of the areas within the Commission’s jurisdiction. The
Commission also established new programs and maintained existing pro-
grams to address particular problem areas. The principal program areas for
1988 included insider trading and other violations related to contests for
corporate control; manipulation of over-the-counter stocks; securities offering
violations; financial fraud; and broker-dealer, investment adviser and invest-
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ment company violations. The Commission has utilized the full complement
of enforcement remedies available to it during the past fiscal year, selecting
the type of action and relief appropriate in light of the violative conduct and
parties involved.

Insider Trading

Insider trading refers generally to the purchase and sale of securities in
breach of a fiduciary duty or a relationship of trust or confidence, while in
possession of material nonpublic information about an issuer or the trading
market for an issuer's securities. The federal securities laws prohibit such
trading not only by corporate officers and directors and other persons having
a relationship of trust or confidence with the issuer or its shareholders, but
also by persons who misappropriate material nonpublic information from
sources other than the issuer. Tippees of such persons may also be subject to
the prohibition. Insider trading in the context of tender 